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After fluctuating in a narrow range for more than a year, long-term
interest rates have been subject to upward pressures at times this
year. In the spring and early summer, pressures were pronounced
mainly in the corporate bond market, where yields on top-quality
new issues rose to the highest levels in 4 years. Yields on State and
local government bonds turned up sharply after February, but most
of their advance represented a reversal of the abrupt decline that
had occurred late in 1964. Meanwhile, yields on mortgages and
U.S. Government bonds showed little change during the first half
of 1965.
CHART 1 YIELDS on some long-term securities rise this year











NOTE.—Monthly averages, except for FHA (based on quotation for 1 day each month). Yields
on FHA-insured mortgages are weighted averages of private secondary market prices of certain
new-house mortgages converted to annual yield; on State and local govt. Aaa bonds, are from
Moody's Investors Service, adjusted to tax-equivalent basis assuming corporate income tax rate;
on corporate bonds, are weighted averages of new publicly offered bonds rated Aaa, Aa, and
A by Moody's Investors Service and adjusted to an Aaa basis. Thinner segments of line for
FHA-insured indicate periods of adjustment to changes in contractual interest rate. Break for
corporate new issues, indicates no eligible offerings. Latest figures shown, July.
Since midyear, earlier advances have been maintained, and re-
cently some yields—including those on U.S. Government bonds—
have moved up further. These recent advances appear largely to
reflect market sensitivity to international uncertainties, including
both financial developments and the situation in Viet-Nam.
These differential changes in capital market yields have modified
somewhat the structure of long-term rates. As shown in Chart 2,
yield spreads among capital market instruments had narrowed
steadily from 1961 through 1963 and then tended to stabilize in
1964. Shifts this year have further narrowed the yield differential
between corporate bonds and higher yielding mortgages to a
record low. On the other hand, the spread between corporate and
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lower yielding U.S. Government bonds has widened to the largest
margin since early 1962.
These shifts have been attributable primarily to changes in the
intensity of demands for funds in different market sectors. They
have also reflected to some extent actual and expected changes in
supplies of funds, particularly from commercial banks. With in-
creases in total credit remaining large, however, the underlying
trends that led to the narrowing of spreads in the long-term rate
structure from 1961 to 1964 do not as yet seem to have been
reversed.
In general, rapid economic expansion over the past 4 years has
substantially enlarged total flows of savings. At the same time
more vigorous rate competition among different types of financial
intermediaries has greatly expanded the share of total saving
channeled through these institutions. To invest these relatively
high-cost inflows, most intermediaries have widened the range
of their investments and have sought higher yielding instruments,
thus causing the general compression of rates already noted.
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FUNDS expansion in business demands for funds has been the most
important force operating to raise interest rates in capital markets
this year, as pressures from other major users of long-term funds
have either remained stable or tended to moderate. The influence
of business financing needs on long-term rates has been exerted
both directly through stepped-up offerings in corporate securities
markets, and indirectly through the impact of increased business
borrowing at commercial banks, which has had the effect of
reducing bank participation in markets for long-term instruments.
Needs for external business financing. Nonfinancial corporations
have increased their capital market financing this year in part
because of the sharp rise in investment outlays on plant and equip-
ment and inventories. During earlier years of the current economic
upswing, internal funds available to these corporations from
depreciation allowances and retained earnings, augmented by a
combination of liberalized Federal tax policies and by rising
profits, had financed an unusually large share of corporate invest-
ment needs. But beginning in late 1964, as is shown in Chart 3,
the relative growth of investment outlays, including those for
inventories, has been more rapid.
This expanded need for corporate external financing developed
despite the second stage of the cut in corporate income tax rates,
which became effective at the start of 1965. Partly offsetting this
cut was the further speed-up of corporate income tax payments
under the pay-as-you-go provisions of the new tax law, which
reduced corporate liquidity and helped to create a need for
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end of 1962, bank financing of this type has totaled about $1.5
billion, with nearly half offered in the first 6 months of 1965.
Corporate securities market. Interest rate pressures created by the
spring upswing in long-term business financing were most apparent
in the market for new publicly offered corporate bonds. From late
January to mid-June the average yield on such issues, adjusted
to an Aaa basis, rose more than one-fourth of a percentage point
to 4.60 per cent, the highest level since the spring of 1961.






























NOTE. Flow of funds data. Quarterly figures, seasonally adjusted at annual rates, expressed
as a percentage of 1963 total for each series. Capital investment also includes residential con-
struction by business. Internal funds include retained earnings and capital consumption allow-
ances.
Capital market financing by business corporations normally
peaks in the second quarter of the year, as shown in Chart 4. But
this year the upsurge was considerably more than seasonal. At
$4.0 billion, gross new offerings of bonds were the largest for
any quarter on record and more than $500 million above the
previous peak in the second quarter of 1961. Although the volume
of all securities offered in the second quarter this year did not
quite reach the amounts issued in 1961 and 1964, totals for both
of those years reflected large "rights" offerings of common stock,
which exerted little upward pressure on bond yields.
Another factor in the rise of yields was an increase in the
importance of public bond offerings, which tend to have more im-
mediate impact on market yields than do private placements.
During the second half of 1964, the share of total corporate bond
financing offered publicly had dropped to a low of 25 per cent. In
1965, although private placements of bonds continued to rise,
public offerings showed a marked resurgence.
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Municipal bond market. With expenditures rising steadily, State
and local governments continued to borrow large amounts in the
capital markets during the first half of 1965. But the gross volume
of their new issues was roughly the same as in corresponding
periods of the two preceding years. Municipal bond yields, how-
ever, have been especially sensitive to developments on the supply
side of the market—in particular to changes in the actual and
expected availability of commercial bank funds.
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NOTE.—Securities Exchange Commission data on gross proceeds of issues (for both refunding
and new capital) offered for cash.
In late 1964 and early 1965, following the November change
in Regulation Q, which raised maximum permissible rates on
commercial bank time and savings deposits, it was widely antici-
pated that bank purchases of municipal bonds would rise sharply.
In most key banking market areas, commercial banks responded to
this change by marking up rates paid on some or all classes of
time and savings deposits. At the same time many of these banks
sought to adjust to the resulting increase in interest costs by ex-
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Mortgage debt grew by more than $30 billion in 1964, but after
the second quarter the rate of expansion tended to slow. During
the first half of 1965 the increase appears to have been somewhat
smaller than in the corresponding period a year earlier.
This slowing has been associated in part with the downturn in
housing starts that developed during 1964. In addition, however,
it has reflected declining rates of savings inflows to primary mort-
gage lenders, particularly savings and loan associations, and
the rapid expansion in demands for other types of loans at com-
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• • DATA FOR 1965 ARE FOR FIRST HALF, AT ANNUAL RATE, SEASONALLY ADJUSTED.
NOTE.—Flow of funds data. Flows through intermediaries include time and savings accounts at
commercial banks and other savings institutions and growth in public and private pension fund
reserves. Market purchases by private domestic nonfinancial sectors exclude acquisitions of se-
curities by State and local govt. pension funds. Annual data except for 196S.
mercial banks. Although mortgage funds have remained ample
and competition for outlets has continued strong, both of these
types of intermediaries have become less active in expanding their
mortgage portfolios.
Earlier efforts by lenders to place increasing amounts of funds
in mortgages were a factor in the contracyclical decline in
interest rates on home mortgage loans into 1963. Liberaliza-
tion of maturities, downpayments, and other terms accompanied
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panding their investments in municipal bonds. Of all major
types of capital market instruments, these provide the highest
yield—on a tax-equivalent basis—to investors whose earnings
are fully subject to corporate income tax rates. Reflecting this
demand, yields on municipal bonds declined about 20 basis
points between October and February. As a result, the yield
spread between 20-year U.S. Government bonds and municipal
bonds, after adjusting to a tax-equivalent basis, declined to the
narrowest margin in 10 years.
As the initial response to the Regulation Q action ran its
course and alternative demands for bank funds remained high,
bank participation in the market for municipal bonds showed
signs of flagging. Yields on such issues recovered and then, as
underwriters' advertised inventories rose to record levels in early
June, advanced further. Some slackening in the volume of new
issues and the reappearance of more active investment demand
by banks have since been accompanied by relief of market
congestion.
U.S. Government bond market. Unlike developments in other
bond markets, shifts in actual and expected U.S. Treasury
demands on the long-term market have tended to minimize yield
fluctuations. Early in the year when municipal, and to a lesser
extent corporate, bond yields were under downward pressure, a
record advance refunding added $2.3 billion in long-term U.S.
Government debt and restrained declines in Treasury bond yields.
As a result, the spread between yields on U.S. Government and
high-grade corporate bonds narrowed to 17 basis points.
In the late spring, on the other hand, as yields on other bonds
rose, those on U.S. Government issues remained stable, reflecting
market expectations that Treasury demands on capital markets
would be limited in the period ahead. The unexpectedly low
Federal deficit for the fiscal year 1965 led to substantial down-
ward revisions in estimates of total Treasury cash needs in the
last 6 months of the calendar year 1965. At the same time, rising
yields in other bond markets made refunding operations to
lengthen debt maturities appear less likely. Meanwhile, the supply
of U.S. Government securities available to the public was cur-
tailed by a $2.4 billion net debt repayment—the largest for any
January-June period in 5 years—and by $2.1 billion of net pur-
chases by the Federal Reserve in the conduct of its open market
operations.
Mortgage market. Demands for mortgage loans have represented
by far the largest use of long-term funds in the capital markets
in recent years. At times they have accounted for as much as
70 per cent of the expansion in all capital market instruments.
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Mortgage debt grew by more than $30 billion in 1964, but after
the second quarter the rate of expansion tended to slow. During
the first half of 1965 the increase appears to have been somewhat
smaller than in the corresponding period a year earlier.
This slowing has been associated in part with the downturn in
housing starts that developed during 1964. In addition, however,
it has reflected declining rates of savings inflows to primary mort-
gage lenders, particularly savings and loan associations, and
the rapid expansion in demands for other types of loans at com-
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NOTE.—Flow of funds data. Flows through intermediaries include time and savings accounts at
commercial banks and other savings institutions and growth in public and private pension fund
reserves. Market purchases by private domestic nonfinancial sectors exclude acquisitions of se-
curities by State and local govt. pension funds. Annual data except for 196S.
mercial banks. Although mortgage funds have remained ample
and competition for outlets has continued strong, both of these
types of intermediaries have become less active in expanding their
mortgage portfolios.
Earlier efforts by lenders to place increasing amounts of funds
in mortgages were a factor in the contracyclical decline in
interest rates on home mortgage loans into 1963. Liberaliza-
tion of maturities, downpayments, and other terms accompanied
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SUPPLY OF FUNDS
this development and continued, though with increasing selec-
tivity, through 1964 and into 1965. Such liberalization, along
with the ready availability of mortgage financing, clearly
encouraged more rapid growth in mortgage debt than would
otherwise have occurred. Similarly, the more recent slowing in
growth rates has probably reflected the reaction to shifts in flows
of savings to alternative outlets as well as moderating demands
in mortgage markets.
Most household and business savings become available to
long-term borrowers in capital markets through financial inter-
mediaries, and in recent years the volume of such funds has
reached record highs, rising to $43 billion in 1964. Competition
among institutions for savings on the one hand and for invest-
ment outlets for these funds on the other has strongly influenced
the structure of returns to savers and interest costs to borrowers.
CHARTs FLOW OF SAVINGS to commercial bonks rises sharply
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• «DATA FOR 1965 ARE FOR FIRST HALF, AT ANNUAL RATE, SEASONALLY ADJUSTED.
NOTE.—Flow of funds data. Annual data except as noted for 1965.
Additions to life insurance and pension fund reserves ac-
counted for about $14 billion of the net savings flow to institu-
tions in 1964, but the rest took the form of savings at depositary-
type institutions and depended on current savings decisions. For
the postwar period as a whole, assets of this type have increased
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more sharply than contractual reserves. Their rate of growth has
often been interrupted, however, during periods of rapid economic
expansion when strong demand for funds and restraint on mone-
tary expansion combined to push up interest rates on market
instruments more rapidly than returns offered on depositary-type
savings.
In the economic expansion that began early in 1961 eco-
nomic growth remained relatively balanced, and monetary policy
—in view of continuing underutilization of resources and
in the absence of inflationary tendencies—remained relatively
easy, minimizing upward pressure on long-term market rates.
Depositary-type institutions were both able and anxious to com-
pete for the record savings that accompanied the rising level of
economic activity.
A succession of regulatory liberalizations permitted commercial
banks to raise returns offered on time and savings deposits. Very
sharp expansion of such deposits followed widespread rate in-
creases early in 1962, as is shown in Chart 6, and these in turn
were followed by competitive rate increases at other savings
institutions. The comparative success of banks and other institu-
tions in attracting funds reflects the leads and lags in the timing
of these adjustments.
Growth in time and savings deposits at commercial banks was
particularly striking in 1962. Net inflows of savings to savings
and loan associations accelerated in 1963, and those to mutual
savings banks reached record amounts in 1964. Further increases
in rates offered by commercial banks—particularly those on short-
dated time deposits—followed the liberalization of Regulation Q
in November 1964 and were reflected in record growth in time
and savings deposits early this year, whereas net inflows to other
institutions have slowed.
Declining growth rates for nonbank intermediaries this year
have been attributable in part to special factors, such as the
especially heavy April withdrawals associated with 1964 income
tax payments. But declines have been particularly sharp in areas,
such as California, where regionally higher rates had earlier served
to draw funds from other sections of the country. Despite some
attempts by nonbank intermediaries to maintain rate differentials
by further increases in returns offered—to as much as 5 per cent
in some instances—no general pattern of increase developed, and
some of those that were initiated have not been sustained.
In part, this failure of other institutions to widen spreads again
after the most recent round of rate increases at commercial banks
reflects regulatory pressure. The Federal Home Loan Bank Board
has increasingly restricted the credit that it will extend to any
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savings and loan association that continued to push its rates
upward. But rate increases have also been limited by the fact
that lenders have found it more and more difficult to obtain
investments attractive enough to justify obtaining higher cost
savings. Continuing stability of mortgage rates, accompanied by
somewhat greater selectivity in accepting credit risks, has further
compressed the spread between the cost of funds to institutional
investors and the maximum returns available to them.
INVESTMENT T „ , , . „
DECISIONS AND Institutional recipients of expanded savings flows are subject
YIELD STRUCTURES to widely differing legal, regulatory, and traditional restrictions
on their investment options. Most of them have sought over
time to broaden their range of eligible outlets. Since existing
restrictions have all tended to limit acquisitions of financial instru-
ments with lower marketability or longer maturity or of less than
premium quality, each step toward modifying these limits has
tended to increase investor demand for somewhat higher yielding
assets at the expense of premium-quality instruments. Such shifts
narrow the range of yield differentials and account to some extent
for its compression in recent years.
Long-run trends toward more liberal investment policies have
often been countered in earlier periods of rapid economic growth
by heavy borrower demand, which permitted lenders to ration
available funds more selectively. But during much of the period
since 1961 institutional lenders have been under increased pres-
sure to reassess their investment alternatives. This pressure has
stemmed from a combination of relatively moderate demands for
external financing by business borrowers, ready availability of
bank reserves, and the unprecedented success of financial inter-
mediaries in attracting savings.
Savings and loan associations have pressed with some success
for freedom to make a greater variety of loans, including educa-
tion loans, but their major moves toward diversification have been
within the mortgage field. These have included greater geographic
scope, freedom to offer more liberal terms to borrowers and to
make larger loans, and growing participation in the market for
multifamily and commercial mortgages, which now approximate
one-fifth of their net mortgage acquisitions.
Life insurance companies, as diversified lenders, have striven
against increasing competition to maintain their position in both
mortgage and corporate bond markets. As compared with both
savings and loan associations and commercial banks, they lost
importance as mortgage lenders in the 1961-63 period, despite
continuing growth in net additions to their mortgage holdings on
multifamily and commercial properties. Unlike other major
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lenders, however, insurance companies have increased their net
acquisitions of mortgages of all types so far this year as compared
with the year-earlier period.
The role of insurance companies in corporate financing can
also be interpreted as defensively competitive throughout the
entire current expansion. When insurance lenders developed the
private placement technique for financing corporate needs early
in the postwar period, the importance of this technique lay in
accommodating borrowers who for one reason or another might
be unable to float a public offering on satisfactory terms. A major
trend of recent years has been the increasing choice of this tech-
nique by large issuers with ready access to the public market—
a trend that suggests increased initiative by individual lenders
seeking investment outlets.
Private pension funds have greatly expanded their participation
in private placements and in mortgage lending, while State and
local government pension funds have increasingly been permitted
to diversify their holdings by investing not only in issues of gov-
ernmental units but also in corporate bonds—principally high-
quality, publicly offered issues—and to a lesser extent mortgages.
Commercial banks have made pronounced shifts in portfolio
policy in the period since 1961, as is shown in Chart 7. Respond-
ing to accelerated inflows and rising costs of depositary savings in
1962 and early 1963, banks greatly increased their acquisitions
of capital-market-type instruments, especially obligations of State
and local governments and mortgages. Other indications of em-
phasis on increasing yield included acceptance of longer maturities
and somewhat lower quality ratings for municipal securities, a
shift toward longer maturities in their holdings of U.S. Govern-
ment securities, increased lending to business in the form of term
loans, and expansion in foreign lending.
Since investment policies of commercial banks are subject to a
wider range of influences than those of other savings institutions,
increased acquisitions of capital market instruments cannot be
related solely to savings inflows or separated from loan demand.
However, the timing of these shifts, and particularly the greatly
expanded role of banks in the market for State and local govern-
ment securities, strongly suggests that they were triggered by
increased inflows of time and savings deposits following successive
changes in Regulation Q from the beginning of 1962 through
last November.
These developments must be interpreted with caution, because
here again the special characteristics of the present business
expansion have played an important role. In terms of investment
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policy, customer demands for bank credit continue as always to
enjoy priority status with commercial banks. Throughout most
of the expansion, these loan demands—particularly those by
business borrowers—were moderate relative to the stage of the
cycle, but over the past year they have increased very sharply.
Banks would not have been able to meet increased demands
for loans and also continue to invest heavily in mortgages and
tax-exempt securities if their deposit funds had not continued to
expand at a rapid rate. Deposit growth, in turn, has reflected both
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NOTE.—Net change (without seasonal adjustment) at all commercial banks; June 30 data
partly estimated. Data exclude interbank loans. Securities other than U.S. Govt. are princi-
pally State and local govt. obligations and nonguaranteed issues of Federal agencies.
the competitive appeal of bank time and savings deposits (under
the new Regulation Q ceilings) and the gradually increasing need
for demand deposit balances to finance a growing volume of trans-
actions. Deposit expansion also has depended on the continued
provision of reserves to the banking system despite some gradual
tightening in their availability.
In summary, the compression of yield differentials among
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capital market instruments over the past AVi years has reflected
not only the increased freedom of institutional lenders to choose
among a wider range of investments but also their increased
willingness to forego some premium qualities to obtain higher
current yields.
The specific yield relationships reached in this process have de-
pended to an important degree on an historically unusual conjunc-
tion of circumstances, which resulted in protracted and substantial
economic growth without the development of significant upward
pressure on prices. At the same time, however, the stimulus of
expanded savings inflows has accelerated recognition by institu-
tional investors that a somewhat wider range of assets might in
fact be suited to their needs. Thus the wider options and more
varied techniques for making funds available to borrowers
have become part of the evolving structure of capital market
relationships.
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